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ECONOMIC TRENDS REPORT 


Summary 


The Salvadoran economy grew rapidly during the first half of 1976 
spurred by unprecedented coffee prices combined with world economic 
recovery. However, a conflict between the Government and the private 
sector over the former's agrarian reform program shook private sector 
confidence during the second half. In October, the Government 
amended the program to meet private sector objections, which went 
some way toward restoration of confidence. Real growth of the 
economy in 1976 was on the order of 5.5% and there was dramatic 
improvement on external account. 1977 will see an unprecedented 
influx of liquidity from coffee receipts. Prospects depend upon 

the Government's success in managing this excess liquidity and on 

the degree of recovery of private sector confidence. Inflation 
lessened in 1976 but the influx of liquidity in 1977 and expected 
wage increases will generate strong upward pressures on domestic 
prices. The Government's financial situation remained strong, 
bolstered by increased receipts from the export tax on coffee. 
Tourism grew strongly in 1976. 


The most important trade opportunities for U.S. firms lie in the 
Government's major capital investment programs, although the vigorous 
Salvadoran private sector will also generate significant sales. The 
U.S. imcreased its share of the Salvadoran market by 0.64 in 1975, 
continuing a steady upward trend since 1972. Opportunities for in- 
vestors are created by the Salvadoran Government's search for foreign 
investment in labor-intensive export industries. Abundant, cheap and 
trainable labor, an adequate infrastructure and positive attitude 
toward foreign investment on the part of the Government and the public 
justify consideration of El Salvador by potential U.S. investors. 





KEY ECONOMIC INDICATORS 
Millions of U.S. dollars, Source: Central Reserve Bank 
unless otherwise stated and U.S. Embassy 


PRODUCTION AND NATIONAL ACCOUNTS 1974 1975 1976 476/75 
GDP, Current 1575.6 1825.9 2100.0(1) + 152 
Constant 1962 prices 1169.7 1228.0 1295.6(1) +5.5% 


Per capita 300.9 307.19) 314.3(1)  +2.3% 
Fixed Capital Investment 


as 4 current GDP 17.8 20.4 Not Available 
Indices: 1969=100 

Industrial Production £2952 Not Avail. Not Available 

Male Hourly Wages in 

Industry, San Salvador 

(minimum wage) 160.9 193.8 193.8 
Electricity consumption 
(Millions of kilowatt hours) 869.8 941.0 529.9(2) +11. 3% 


MONEY AND PRICES 
Money Supply (3) 602.1 735.2 624.244) +23.2% 
Public Debt 

External 174.7 2423 Not Available 
External Debt Service as % 

of Annual Exports 2.8% 
Interest Rates 

Central Bank Rediscount 6-9% 6.5 

Commercial Prime 11.02% 8.5 
Price Indices 

Consumer Prices, 1954=100 144.6 (6) 172.269) 184.1 (Jude) +5 ..4% 


Wholesale Prices, excluding (2 5 
coffee, 1955=100 158.5 169.8 189.9(Jusa} +9.8%(5) 


g 
lo 


-9% 
-11 


BALANCE OF PAYMENTS AND TRADE 1974 1975 1976 (1) 


Trade balance -101.2 -86. +12 
Current Account -115.7 -52. +25 
Change in net Int. Reserves + 29.2 +48. +60 
Exports FOB total 462.5 514. 700 
To US. t2bed 139. 210 
To other Centrai American 147.2 136. Lis 
Imports CIF Total 563.7 600. 688 
From U.S. L7see 188. 220 
From other Central American 112.5 141. 165 
Trade Balance with CACM +29.7 - 5. +10 
Unroasted Coffee Exports 192.1 168. 416.1 


TRADE WITH U.S. (1976 not available) 
Exports (FOB) 1974 1975 Imports (FOB) 1974 1975 
Coffee 90.3 63.0 Agr. Products 21.2 23.4 
Sugar 10.2 54.7 Machinery 19.0 26.7 
Shrimp 8.4 10,2 Vehicles taf 8.6 
Meat ae Zed Fertilizer 10.7 18.5 

Other Chem Prods.14.2 11.0 
1. Embassy estimate. 2. First half, percentage comparison is with first half of 
1975. 3. Private sector demand, time and savings accounts plus money in circulation. 
4, End of August, percentage comparison is with same period last year. 5. Mis- 
leading because of adjustments made to index early in 1976. Rate of growth is 
actually lower. 6. Average over year. 
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Current Economic Situation and Trends 


While 1976 should have been remembered as the first year of the 
greatest coffee boom in El Salvador's history, it will probably go down 
as a year of conflict between the Government and the private sector over 
the issue of agrarian reform. For the first half of the year, the 
economy was in boom condition as unprecedented coffee prices and economic 
recovery in the developed countries and Central America pushed the export 
sector to new heights. In late June however, the Government announced 
the first project of a long awaited agrarian reform program, the scope 
and provisions of which alarmed the private sector. A struggle between 
Government and private sector ensued, which was substantially resolved 
in October by the Government removing all provisions of the law which 
were objected to by the private sector. Nevertheless, private confidence 
was weakened, casting a pall over the economy in the latter half of 1976 
and raising questions about 1977. 


The Coffee Boom 


During the first half of 1976 economic activity in El Salvador was 
at a high level. The principal factor was the greatest coffee bonanza 
in the country's history. Coffee is overwhelmingly important in the 
Salvadoran economy, accounting for nearly half of the country's exports 
and 10% of GDP in a normal year. The Brazilian frost in July of 1975 
has pushed the price of coffee to historical highs. The international 
price in June, 1976 stood at $1.48 per pound compared with $0.60 in June, 
1975. The price has since risen to new highs and could average as much 
as $2.00 per pound during 1977. Other factors are also stimulating 
growth. Economic recovery in the U.S. and Central America is increasing 
demand for Salvadoran exports. Most recent available figures show 
Salvadoran exports rising at a rate of nearly 29% in current prices. 
Exports to other Central American countries, principally manufactures 
and semi-manufacturers, are rising at a 30% rate. Strong prices for 
cotton, El Salvador's second most important export, complete the export 
boom picture. Some Government economists have estimated that the 
economy was growing at a rate of 8.5% in real terms during the first 
half of 1976. 


The Agrarian Reform 


In late June of 1976, the Government announced the first project 
of its agrarian reform program. The Salvadoran Institute for Agrarian 
Transformation (ISTA) had been created the year before as the institu- 
tional vehicle for agrarian reform. Although the first ISTA project 
had been awaited with some suspense for almost a year, the scope and 
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evident seriousness of the project shocked the private sector. The 

first project was to involve approximately 56,000 hectares of prime 
agricultural land, much of it devoted to cotton, in the eastern part 

of the country. The maximum land-holding in the affected area was 

to be 35 hectares. The interests of a few large and many medium- 

sized land holders were directly affected. The private sector vigorously 
protested and organized against the project. A political struggle 

ensued ending in negotiations in mid-October in which the Government 
amended the project to meet private sector objections. 

The ISTA affair nevertheless shook the confidence of the private 
sector. Its two primary effects have been capital flight and a decline 
in private domestic investment. More than $40 million in capital probably 
left the country during the latter half of 1976. The decline in private 
domestic investment cannot yet be quantified but will probably affect 
GDP growth for 1976. Both of these effects may carry over into 1977. 


Performance in 1976 and Prospects 


In spite of the agrarian reform affair, the economy will post a 
reasonably good performance in 1976, particularly on external account. 
Real growth should be about 5.5% assuming 11% GDP deflator. A slackening 
in private domestic investment may have shaved as much as 0.5% off poten- 
tial real growth of GDP. On external account, the improvement over 1975 
will be dramatic. A surplus on current account of approximately $30 
million is anticipated, compared with the deficit of $132 million ex- 
perienced in 1975. Coffee is primarily responsible for this reversal 
although exports to other Central American countries also grew strongly, 
with a surplus of $8 million expected by year end. Also unexpected and, 
at this point, unexplained, is a relatively slow rate of growth of imports 
(13% in current prices) observed so far in 1976. The current account 
surplus plus net inflows of official capital should result in an increase 
in net international reserves on the order of $60 million. A net out- 
flow of private capital is expected due to capital flight and repayment 
of medium term debt of Government autonomous agencies (included in the 
private capital account). 

Prospects for 1977 are clouded. There should be a historically 
unprecedented inflow of coffee receipts - as much as $800 million, or 
nearly $550 million more than an average year. Unless imports get out 
of hand, a surplus on current account of about $100 million is to be 
expected. Without disturbing political factors, a good rate of real 
GDP growth could be anticipated, fueled by strong exports and a high 
level of private investment generated by accumulating coffee receipts. 
However, the effects of the agrarian reform on the private sector mood 
may continue into 1977 accentuating the normal cautiousness of investors 
in an election year. The final result of this mixture of positive and 
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negative factors is difficult to assess at the present time, but could 
well result in lower than expected growth coupled with inflation, 
capital flight and increased imports of consumer goods. 


Monetary Developments 


Monetary developments during 1976 reflected the general pattern of 

boom in the first half and disturbed conditions in the second. During 

the first half the money supply grew at a rapid rate - nearly 25% on 
annual basis. This reflected the monetization of import receipts and was 
of considerable concern to monetary authorities anxious to avoid in- 
flation. Consequently tight controls were maintained on credit expansion. 
During the agrarian reform crisis, the opposite tendency manifested itself. 
The money supply did not recover from its seasonal summer decline. Taking 
into account an expected seasonal pattern of growth, approximately $40 
million of private liquidity was "missing" by the middle of the fourth 
quarter. A good proportion of this missing liquidity went into capital 
flight. This and other factors led to a liquidity crunch of serious 
proportions in November and December. This situation was accentuated 

by a continuation of tight controls on credit growth by the monetary 
authorities. 

The late-1976 liquidity crunch will probably be short-lived. It 
should be followed by a large influx of liquidity as coffee growers are 
paid for their crops during the first quarter of 1977. A rough estimate 
of total receipts from coffee during the coming year is $800 million, 
compared to $250 million in a “normal good" year. Taking into account 
coffee company profits, which may be maintained outside the country, an 
"excess" liquidity for 1977 on the order of $400 million is implied. 


Prices and Wages 


During the period 1973-75, El Salvador suffered a wave of inflation 
unprecedented in recent history. During 1974, the worst year, the consumer 
price index rose by 25%. The causes were external (increased prices of 
petroleum, industrial inputs and other imports) and internal (excessive 
credit creation). Inflationary pressure slackened in 1975, when consumer 
prices rose only 15%, and levelled off further during the first 9 months 
of 1976. A slackening of import price increases and tight internal credit 
controls are probably responsible for this decline. The massive liquidity 
overhang expected in 1977, however, will put further upward pressure on 
internal prices. 

Wage developments are difficult to follow because statistics are 
not maintained. The labor situation in El Salvador is one in which 
serious unemployment exists side-by-side with labor scarcity in some 
sectors. Skilled labor and managerial talent is scarce and commands a 
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relatively high wage. Some sectors, such as construction, are currently 
afflicted with a scarcity of labor. Even in rural areas, where unemploy- 
ment and underemployment are worst, an actual scarcity of labor may 

occur during the November-January harvest period. Wages probably increased 
significantly in 1975, when the minimum wage for industrial workers was 
increased more than 20%. Early in 1976, Government workers received 
substantial pay increases. During late 1976, wages of agricultural workers 
for the coffee and cotton harvests were increased nearly 50%. The latter 
development is a move by the Government to assure a more equitable dis- 
tribution of the benefits of the coffee boom. It appears likely that 
wages, both rural and urban, will increase substantially during 1976-77. 


Public Finance and Investment 


Led by increased receipts from export taxes on coffee, current Central 
Government revenues increased rapidly during 1976 and a $12 million surplus 
is expected at year's end. 1975's current surplus was $40 million. 
Efficiency in collections of income taxes also continued to improve, 
accounting for some of the increased revenues. Current outlays have been 
held to the amount necessary to maintain services and provide for pay in- 
creases. However, substantial Christmas bonuses were voted for public 
employees and a modest pay increase approved for 1977. Increased revenues 
from export taxes and continued austerity on current expenditures suggest 
a current surplus of about $80 million in 1977. 


Government capital expenditures through the first half of 1976 
were up 50% over the same period last year, indicating an increase in the 
rhythm of public investment. This increase does not include continuation 
of or new spending on development projects by autonomous Government agencies. 
Major projects ongoing during 1976 were the Cerron Grande hydroelectric 
plant, the second geothermal plant at Ahuachapan and new loading facilities 
at the port of Acajutla. Projects of current interest are a new hydro- 
electric dam on the Rio Lempa, a third geothermal unit, the new Comalapa 
International airport, a major water supply system for northern San Salvador 
and extensive road construction. These projects will provide significant 
opportunities for U.S. exporters (See Part II, Implications for the 
United States). 


Tourism 


Tourism was a strongly growing sector through late 1975 and into the 
first half of 1976. Group tourism from the U.S. was spurred by more 
liberal air charter regulations adopted by the CAB. Tourist entries from 
the U.S. in the first half of 1976 were up 55% over the same period in 
1975. The country continued to run a deficit on tourism however, as 
Salvadorans stepped up their travel abroad. El Salvador's deficit on 





international travel through August of 1976 ($16.8 million) was 

nearly as much as the deficit for all of 1975 ($17.6 million). At 
least four large hotels are now under construction or in planning 
stages in San Salvador and one is under construction on the coast. 


Political Atmosphere 


The last half of 1976 and first half of 1977 will be characterized 
by two major political events: The conflict between Government and the 
private sector over the former's agrarian reform proposals and the 
Presidential election scheduled for February 20 and the subsequent 
transition period. Although the agrarian reform dispute was compromised 
to the apparent satisfaction of the private sector, its effects may last into 
into 1977. A presidential election year is traditionally a time of 
heightened concern by the business community. The legal opposition is 
attacking the Government on numerous grounds, including its alleged 
surrender on agrarian reform. There also appears to be a step-up in 
terrorist activity and university unrest. These developments are 
relatively normal for an election period. 





Implications for the United States 


The most significant commercial and investment opportunities for 

U.S. firms lie in the Salvadoran Government's infrastructure investment 
programs and in its effort to attract foreign investment in export in- 
dustries oriented to markets outside of Central America. However, the 
country's vigorous private sector will also generate opportunites which 
should not be neglected. The Embassy regularly feeds a large volume of 
information on these trade opportunities into the Department of Commerce's 
TOP service, with good results. Information on planning for major pro- 
jects and issuance of tenders are reported by the Embassy and publicized 
by the Department of Commerce. A.I.D. financed projects are announced 


in the A.I.D. Financial Export Bulletin and in the Commerce Business 
Daily. 


Major Public Sector Projects 


In recent years, the Government of El Salvador has greatly increased 
its investment in large-scale infrastructure projects. Projects have been 
completed or are under way in hydroelectric and geothermal power generation, 
road construction, improvement of port facilities, construction of a new 
airport, low-income housing and health and educational infrastructure. 
Most of these projects are financed by loans from the IDB, the IBRD,and 
other international development institutions. Accordingly, U.S. firms 
are qualified to bid on all of them. These projects provide important 
opportunities for construction firms, consultant services and sales of 
construction machinery and other types of major capital equipment. 

The following major public sector projects are now in the initial 
or planning stages. Interested firms should contact the Department of 
Commerce or the American Embassy in San Salvador for more detailed 
information. 


San Lorenzo Hydroelectric Dam. This hydroelectric power installation 
on the Rio Lempa may cost as much as $300 million. Financing is 

now being sought. Feasibility studies were prepared by Harza 
Engineering of Chicago, The responsible Salvadoran agency is the 
Comisi6n Ejecutiva del Rio Lempa (CEL), the Government power generation 
authority. Competition for this project will be fierce and interested 
U.S. firms are urged to consult with CEL as soon as possible. Con- 
struction may begin in 1978. 


Road Construction. Bids will soon be let on three major road con- 
struction projects: The third stage of four-lane freeway from San 
Salvador to the new international airport in Comalapa, on the coast; 

a system of freeways for metropolitan San Salvador; and a major new 
highway running the length of the northern part of the country. The 
responsible agency is the Departamento de Caminos of the Ministerio 

de Obras Publicas. Interested firms should consider the possibility 

of bidding these projects jointly with Salvadoran construction companies. 
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ANDA Zona Norte Project. Tenders for supply and installation of pipe, 
pumps and a small water treatment plant for this $40 million project 
to supply water to northern San Salvador are currently being issued. 
Adjudication will be in early 1977. The responsible agency is the 
Administraci6n Nacional de Acueductos y Alcantarillados. 


Geothermal Power. CEL has recently obtained financing for a third 
geothermal power unit at its existing production facility in Ahua- 
chapan, a power distribution network and exploration of other possible 
geothermal sites. Development of these sites could lead to contracts 
for construction of further geothermal units towards the end of the 
decade. 


While the above projects are the most important, U.S. firms may also 
want to investigate smaller scale projects which may offer significant 
opportunities, particularly in association with Salvadoran firms. Examples 
of projects of this nature are the construction of network of rural roads, 
construction of an expanded system of local clinics and health facilities, 
and the Government's ongoing public housing program. Consulting firms 
should note that the Ministry of Planning has established a register of 
consulting firms. Interested firms should contact the Department of Commerce 
or the American Embassy in San Salvador for information on how to be listed 
on this register. 


Other Trade Opportunities. 


Although public sector investment programs provide the largest 
opportunities, the Salvadoran private sector is vigorous and progressive 
and will generate a large number of commercial and investment opportunities 
during the coming year. Saleg opportunities should be good in textile 
machinery and equipment, food processing equipment, office machinery, 
particularly small business computers and other forms of electronic data- 
processing equipment, medical and dental equipment, telecommunications 
machinery and equipment, and heavy construction equipment. Opportunities 
will exist for sales of agricultural products - wheat, corn and tallow - 
and agricultural and industrial inputs such as fertilizers, plastics 
and synthetic fibers. Special mention should be made of opportunities 
for investment and sales in the tourist sector (See Part 1). Interest 
is also high in agroindustry projects to process local fruit and vegetable 
production for export to the U.S. and other markets. 

The U.S. share of the Salvadoran market increased by 0.6% in 1975, 
from 30.8% to 31.4%. This continues a steady upward trend evident since 
1972 and is probably due to devaluation of the dollar vis-a-vis the Deutch- 
mark and the Yen and the resultant increased competitiveness of U.S. pro- 
ducts. Since the Colon is tied to the dollar, changes in the parity of the 
latter result in de facto changes in the same direction for the Colon. 
Major U.S. exports to El Salvador in 1975 were agricultural products, 
fertilizers, office equipment, construction machinery, electrical equip- 
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ment, textile machinery and motor vehicles, chassis and parts. Coffee 
and sugar were Salvador's most important exports to the U.S., accounting 
for 80% of the total. 

U.S. export efforts are helped by Salvadoran familiarity with the 
U.S. market, the generally good reputation of U.S. products and services, 
relatively easy access to the U.S. market and the effects of a realistic 
rate of exchange for the U.S. dollar on U.S. price competitiveness. 
Personal visits to this market are encouraged and the Embassy will provide 
as much assistance as possible. While many Salvadorans correspond in 
English, promotion in Spanish pays off. Business visitors are encouraged 
to visit the Embassy and should ask for Mr. James P. Bell, the Commercial 


Attaché, or Mr. Ralph Winstanley II, Chief of the Economic/Commercial 
Section. 


Investment Setting 


The Government of El Salvador is making a serious effort to attract 
foreign investment. Of particular interest are export-oriented firms in 
industries which involve labor-intensive technology. A large number of 
foreign apparel and electronics firms have expressed interest in investing 
and a number have located plants in El Salvador. 

The Salvadoran Government offers a wide range of incentives to 
investors. Of principle interest to the U.S. investor is the 1974 
Export Promotion Law, which provides for tax exemptions, export fin- 
ancing and other benefits to exporting firms. This Law is implemented 
by the Instituto Salvadoreno de Comercio Exterior (ISCE), which is now 
operating a free zone near San Salvador's Ilopango International Airport. 
To date, one U.S. firm has set up operations in the Free Zone and 
several others are planning to locate there. Potential investors may 
also wish to contact the Instituto Salvadoreno de Fomento Industrial 
(INSAFI), a Government industrial development bank which undertakes 
feasibility studies, advises potential investors and may participate 
in projects through financing and equity participation. Private sector 
groups also often seek foreign financing and equity participation for in- 
dustrial and agricultural projects. Both Bank of America and First 
National City Bank have branches in San Salvador and the Manufacturers 
Hanover Trust Company maintains a regional branch office here. Information 
for potential investors is also available from the U.S. Embassy in San 
Salvador. 

El Salvador offers a number of advantages to investors. The country's 
financial, communications and transport infrastructure are adequate. There 
are medium-term prospects of relatively cheap hydroelectric and geothermal 
power. The country's chief comparative advantages are hydroelectric power 
and an abundance of industrious, trainable and low cost labor. It should 
be noted, however, that skilled labor and management talent is generally 
scarce and commands a fairly high wage. The attitude toward foreign 
investment, both in official circles and among the public, is positive. 





The Government of El Salvador is committed to attracting foreign private 
investment to assist in the country's development and its record of 
dealing with foreign companies is good. 


Available by subscription from the Superintendent of Documents, GPO, Washington, D.C. 20402. Annual subscription, $37.50. Fore I 
additional. Single copies, 50 cents, available from Publications Sales Branch, Room 1617, U.S. Department of Commerce thal. gg 








